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Is Your Insurance Adequate?
A business owner awakens from a
sound sleep. Suddenly he sits upright
in his bed. He thinks, "Am I ade
quately insured?" As sweat drenches
his body, the "what ifs" pour from the
darkness into his very being. How
can anyone be sure?
This is a tough question. Besides
covering all circumstances, to what
extent can your company afford
insurance? For instance, suppose
your company is shut down because
of fire. You have trained employees
whom you don't want to lose, but
their circumstances are such that the
loss of one paycheck is a disaster. You
know that they'll have to find jobs. So
you'll need business interruption
insurance.
Logically, you will assume that the
amount of insurance purchased
should be based on the loss you'll
have. Instead, it's based on gross
sales less cost of sales. Your agent
will have to help you work out the
amount. This varies with each policy.
If you are underinsured, the insur
ance company won't pay the full
amount. Even so, if you can't afford
the premiums for full coverage,
you're still better off with a lesser
amount.
Fire Insurance

Fire insurance is probably the most
easily understood by business peo
ple. Your policy can be based on
either of two valuations: replacement
cost or actual cash value (replace
mentcost less physical depreciation).
You probably should compare the
two to be sure you're complying with
your insurance carrier's co-insurance
requirements. Like business inter
ruption insurance, if you underin

sure, the company won't pay the full
amount of the policy. Suppose you
carry $40,000 worth of insurance
and the property is worth $50,000.
Your policy contains a 90 percent co
insurance requirement and you sus
tain a total loss of this property. You
won't receive the full $40,000.
Replacement Cost of Property

A company owns equipment with
an original cost of $100,000 and ac
cumulated depreciation of $45,000.
Here's the computation to estimate
replacement cost:

(accumulated depreciation)
$ 45,000 x 2 x (original cost)
$100,000 = $ 90,000
(original cost) $100,000
(original cost) $100,000

Estimated
replacement cost = $190,000

The reason you should multiply the
original cost by two is to allow for
inflation.

Actual Cash Value of Property

Go through the same steps as
above but multiply it by the percent
age of the life of the equipment that is
already used. For instance, if you
think the equipment will last 10 years
and you have had it for 4 years, the
percentage would be 40. So subtract
40 percent of $190,000, or $76,000
from $190,000. This would leave
$114,000 as actual cash value. This
procedure will enable you to see if
you are complying with your co
insurance provision.

Replacement cost $190,000
— Actual cash value $114,000
Underinsured $ 76,000

If you have a 90 percent co-insurance
clause, you must be insured for at
least 90 percent of the $190,000, or
$171,000. In case of loss it would be
better to insure for replacement
value rather than actual, since you
will be paying that amount for new
equipment. Of course, the premiums
are higher. The rate per $100 is the
same. But can you afford not to pay
it?

Umbrella Liability Insurance
Umbrella liability insurance pro
vides liability insurance beyond your
general liability and automotive lia
bility. It should start at the point
where your other liability insurance
ends. If your other liability insurance
covers up to $300,000, that is where
the umbrella should begin. The top
limit could be $1, $2, or $3 million,
depending on how great your
exposure is. If you have an over-theroad trucking firm, you would want
to consider the amount a jury might
award for the death of two young
couples joyriding with their six chil
dren in a station wagon that one of
your tractor/trailers hit. If your trucks
haul explosives, your potential loss
would be even greater.
If you deal in cash or products that
are easily handled and can be sold
readily, you may want fidelity insur
ance. In a service business, this
wouldn't be needed. One way to see
what you may have overlooked in
coverage is to receive bids from other
agents at renewal time. A fresh
approach often pinpoints gaps.
While this article may not make
you sleep better, it does highlight a
few things to look at. Good luck! ■

Credit-Card Insurance
We have run across a small retail
firm that has its own answer to the
credit-granting dilemma. That's the
dilemma whose two horns are
□ If you accept credit cards, you
have to pay a fee or commission to
the credit card company.
□ If you accept personal checks,
sooner or later you will get stung.
What this small business does is
accept personal checks, but only if
the customer presents a major credit
card and signs a form authorizing
them to charge the purchase on the
credit card if the check bounces.
Before you adopt this practice, we
would advise discussing it with your
attorney. If it were to become preva
lent, heaven knows the credit card
companies would do everything pos
sible to stop it, for what it does is pass
on to them only those customers
whose credit is questionable.
■

Outlook for Deferred Income Plans Found Good
Even if Taxes Were to Rise in Hext Few Years
The maximum personal income
tax rate of 28 percent that takes effect
next year will be the lowest since
Calvin Coolidge was president. How
long is that low rate likely to remain
in effect? Not very long, in the opin
ion of most of the 124 financial plan
ners surveyed by the Employee Bene
fit Research Institute. Ninety-four
percent of the planners expect a
higher maximum by 1995.
If tax rates are due to rise markedly
in the next few years, what does that
portend for investments in deferredincome plans such as IRAs and
401(k)s, in which income put aside
and the earnings that income brings
in are not taxed until the funds are
taken out? Won't a person avoiding
taxes now with such a plan simply be
ensuring that he or she will have to
pay higher taxes later on?

Scrap Can Bring Profits, Measure Efficiency Too
■ To maximize scrap's value, isolate
each type, making it easy as
possible to collect.

■ Scrap salvage can
be a company
profit center.

SCRAP

CLEAN

TRASH

■ Income from
scrap sales also
provides a
measure of
plant
efficiency.

a company
doesn't have a
scrap salvage
plan, employees
might set up an
"informal" one of
their own.

■ Motivate
employees to
save scrap—
difficult unless
management is

IRA Investments Strong
During the first three months of
1987, before the phasing out of tax
deferral for earnings invested in IRAs
took effect, money continued to pour
into 1986 individual retirement
accounts. According to one esti
mate, well over half of all taxpayers
remain eligible for full contributions
into 1987 IRAs, either because their
incomes are below the phase-out
level or because they are not covered
by an employer's pension program.
Others can still make less-than-max
imum contributions, while some are
limited to investing only after-tax
funds in their IRAs.
Since the IRAs were made gener
ally accessible in the early 1980s,
more than 40 million Americans
have invested an estimated $300 bil
lion in them—$50 billion during the
most recent tax season alone.
Is the tax aspect important to IRA
investors? You bet. April 15 is far and
away the biggest day of the year for
such investments.

What About Phase-out?

SCRAP
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The surveyed planners agreed that
that is correct, but offered the opin
ion that the tax benefits—especially
the untaxed compounding—will
continue to make IRAs and 401(k)s a
very good bet for anyone who is near
the maximum tax rate.
How much must one's marginal
tax rate fall below 28 percent before
deferred-income plans no longer are
advisable? Respondents didn't give a
cutoff point, but they did agree for
the most part that when a person's tax
rate is down around 15 percent, there
may be better things to invest in than
IRAs and 401(k)s.

In previous issues we have sug
gested that those who are covered by
company pension plans, and whose
earnings might put them at a level
where IRA investments are

restricted, should wait until the end
of the year, when their incomes will
be known.
Some readers who thought there
was little likelihood of reaching such
a level may have gone ahead and put
a full $2,000 into a 1987 IRA, with
perhaps an extra $250 for a non
working spouse. What happens now
if such an individual gets a raise or
bonus or other compensation that
boosts earnings to or above the
phase-out zone for IRAs?
To avoid the 6 percent penalty for
excessive IRA investments, he or she
can either ask the institution, before
next tax-filing time, to refund the
excess along with any earnings it may
have produced, or treat the invest
ment as an after-tax IRA, with only
the tax on investment earnings
deferred.
In any case, the IRS assures that a
taxpayer can contribute up to $2,000
into a 1987 IRA ($2,250 if it's a
spousal IRA), provided one has com
pensation of at least that amount,
without having to know how much
will be deductible until it's time to fill
out the tax return due next April 15. ■

Installment Sales Profits
Can Be Taxed in Advance
The real estate industry apparently
didn't have enough tax problems;
now it has to worry about a seller
who makes an installment sale being
forced to pay taxes on a portion of the
deferred, uncollected profits. The
provision of the new tax law applies
to other seller-financed sales as well
but is most likely to affect real estate.
Under the old law, a seller was
subject to taxes only as cash pay
ments were received over the period
of the promissory note. But now a
mathematical formula has to be
applied that relates the face amount
of the note to the seller's total assets
and total debt and, in some circum
stances, interprets part of that value
to be current, taxable income (tax
code section 453C).
The provision doesn't apply in

some situations, such as properties
selling for less than $150,000 or farm
sales. We suggest an exploration of
the tax aspects before you sign a sales
contract.
Would Change Law

Bills have been introduced in both
the House and the Senate to exempt
some seller-financers from the harsh
installment-sale provisions of TRA
'86. Under the proposed legislation,
installment payments to sellers who
are not professional dealers would,
as in the past, be considered income
only as they are received, rather than
being imputed and taxed in advance.
Reportedly, the tax writers who draf
ted TRA '86 intended to limit the
installment-sale rule to dealers, but
in the confusion that accompanied
passage of the law, nondealers were
included too.
■

What's in a Firm Name?
Glad You Asked That

There's a firm of consultants
in New York that advises com
panies when they are changing
their names, as a great many
seem to be doing these days.
Having just the right name,
one that is appropriate to what
the company does and that
inspires confidence among the
public, is very important. A
company name, says an official
of the consulting firm, can be a
tool—used like any other busi
ness tool to help you get where
you want to go.
So what do these identity
experts call their own firm?
Anspach, Grossman Portugal,
Inc. What else could be so apt?

How to Kill a Deduction: Put the Spotlight on It
Several national magazines
recently carried spreads of color pic
tures showing gorgeous yachts of
various kinds—ocean sailers, power
boats, all big beauties costing hun
dreds of thousands of dollars each.
The accompanying text described
the boats as prime tax shelters under
the 1986 tax reform act. As the arti
cles accurately reported, mortgage
interest on boats that are livable
(equipped with heads, galleys and
bunks) can be tax deductible; such
boats can be treated for tax purposes
as first or second homes.
The article no doubt caused a lot of
readers to think about investing in
boats, or even going into the business
of selling them. With other consumer
interest deductions drying up, the
writeups made boat ownership look
like a real bonanza.
As anyone who has been in tax
practice for long can testify, however,
any time a great deal of attention is
given to a particularly attractive tax
break that appears to be available
only to the favored few, you can be

pretty sure it won't be available for
long. Congress or the IRS will almost
certainly move to close it off.
And that is what is happening
already with regard to yachts. Legis
lation has been introduced that
would deny boat owners the first-orsecond-home mortgage-interest
deduction. Senator John Danforth (RMO), who came up with one of the
first such bills, emphasized the
"unfairness" of giving boat owners
the deduction while denying it to stu
dents and families paying medical
and other types of bills.
A lot of Americans who I ive aboard
houseboats, barges and unpreten
tious yachts will deny that it is unfair
for them to get the deduction. And
even folks who only use their boats
on weekends and vacations might
ask what the difference is between
their "second homes" and other fam
ilies' ski chalets, lakeside cottages or
recreational vehicles.
The difference is that it's the boats
that have been getting all the pub
licity.
MBE, Spring 1987

Buying Elderly Parent's Home, Leasing It Back
Can Be a Good Deal, but Dot All I's, Cross All T's
Americans past age 65 are well
over twice as numerous as they were
30 years ago. More and more fam
ilies find themselves assuming some
sort of responsibility—usually finan
cial—for aging relatives, requiring
them to include these persons in their
financial plans.
One possibility for easing the
money problems of an elderly person
who happens to be a homeowner is
to purchase and lease back the indi
vidual's home. This can have highly
beneficial tax consequences for the
purchaser as well.
Let's take a hypothetical situation:
Tom, a retiree living on a
small pension and Social
Security, owns a house free and
clear. Basis: $50,000. Fair-mar
ket value: $150,000. He pays lit
tle or no income taxes.
Helen, his daughter, is in the
top marginal tax bracket. She is
anxious to help her father and
also is ever on the lookout for
ways to shelter income.
Helen buys the house from Tom for
$150,000, financing it perhaps with
a loan secured by the home. She then
gives Tom a lifetime lease at the fair
market rental rate, with provision for
annual adjustments to keep the rent
at the fair-market level.

Out of the Estate
Considering Tom's selling price
and basis in the house, the $125,000
exclusion of gain for those 55 or
older precludes his being taxed on
the sale, nor will the house be in his
estate when he dies, although unpaid
installments on it may be.
For Helen, the depreciable basis is
that part of the $150,000 allocable to
the building, which she can imme
diately begin to write off. This de
preciation, along with the other de

ductions—fortaxes, maintenance,
interest if any, etc.—is likely to exceed
her rental income, thereby providing
shelter for other income as well, but
only within the limits on deduction of
passive losses allowed by TRA '86.
There are numerous pitfalls to look
out for in setting up an arrangement
such as this, however. For example:
□ There can be no ACRS deduc
tions if Tom bought the house
before 1981.
□ If instead of selling the house to
Helen outright Tom retains a life

estate, she does not get the deduc
tions because she has no present
interest in the house.
□ If a fair-market price is not paid
for the house, nor fair-market rent
charged to Tom, the tax benefits
could be jeopardized.
It is essential, therefore, that par
ties entering into such contracts meet
all the legal requirements, which
means not trying to go the do-it-your
self route. The contracts should be
drawn up by an attorney and
observed to the letter. For example,
Tom should pay the rent every month
without fail—by check. Fair-market
values should be determined by per
sons having expert knowledge of the
local real estate market. The IRS,
which is always suspicious of deals
between related parties, could come

looking for documentation three or
four years from now. Ifthey don't find
it, the entire arrangement could col
lapse.
If you're going to do it, do it right. ■

Top Execs Highly Organized?
It Ain't Necessarily So
Pick up any of the scores (hun
dreds?) of how-to-achieve-success
books published each year and you
are likely to be told that executives
who make it are highly organized,
carefully budget their time and keep
their attention sharply focused on the
main goals at all times.
Is that you? If not, don't be too
disappointed; you are not alone.
According to John P. Kotter of the
Harvard Business School, quoted in
the February issue of Small Business
Report, many leading executives are
not that type at all. Close observation
of the daily activities of 15 successful
top managers convinced Kotter that
most of them are seat-of-the-pants
operators. They appear to be very
casual about allotting their time, with
no advance scheduling, spend a lot
of time discussing topics not on any
agenda and place heavy reliance on
common sense.
Kotter found the successful sub
jects of his survey to be quite reac
tive. As problems arose they asked
questions, made analytical judg
ments, then offered their sugges
tions. Sometimes they issued
peremptory directives, says Kotter,
but usually they merely suggested a
course of action, gaining coopera
tion through persuasion.
Otherwise, Kotter's assessment of
the dominant characteristics of the 15
winners found them intelligent,
ambitious, optimistic, in control of
their emotions, and calm and
positive during crises.
There, that's more like you, isn't
it?
■
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